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Preferred Surplus 
By JOHN R. WILDMAN 
AR E C E N T decision in the Wabash case (Barclay et al v. Wabash Railway 
Company), affecting as it does the matter 
of dividends, again calls attention to the 
possibility in the future of a change in the 
cardinal principle which long since has 
guided accountants in considering the rela-
tion of dividends to surplus. The principle 
is, that dividends are chargeable against 
surplus only when declared. The decision 
in question, if affirmed ultimately by the 
United States Supreme Court, will chal-
lenge seriously continued adherence to that 
principle, in cases where there are pre-
ferred shares. 
A characteristic of dividends is that they 
are spontaneous; that they do not accrue 
like interest, but set up a right to surplus 
on the part of the holders of shares, only 
when declared. This principle holds even 
though shares carry cumulative rights, the 
effect of which is to deny to the holders of 
junior issues any dividends until all ac-
cumulations in favor of preferred share-
holders have been satisfied. 
The courts generally have been disin-
clined to dictate to directors with respect 
to dividends, and to leave to their judg-
ment the question of whether or not surplus 
should be so distributed. Occasionally, ac-
countants have been required to interpret 
certain passages in certificates of incorpora-
tion where dividend provisions seemed to 
make dividends akin to interest and to 
decide whether or not surplus should be 
assigned to shareholders regardless of 
action by directors. Generally, the pre-
vailing rule has been that no charge against 
surplus should be made, notwithstanding 
the existence of a cumulative right, until 
directors have authorized the charge by 
declaration of the dividend. 
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The rights of preferred shareholders 
whose stock is cumulative with respect to 
dividends is clear under the foregoing 
theory. Whether or not there are profits, 
or surplus available for cash dividends, the 
annual dividend rate or amount accumu-
lates and must be satisfied before any dis-
tributions to junior shareholders may be 
authorized. This, however, is but a right 
of priority in dividends, when, as, and if, 
declared. It is not an assignment of 
surplus. 
If there are profits in a given year, suffi-
cient to liquidate the claims of cumulative 
preference stockholders as to that year, 
but a dividend is not declared out of such 
profits, the claims of these stockholders 
for the year in question carry over, and the 
theoretical effect is to have a preferred 
surplus, although practically no such segre-
gation of surplus is made. 
If there are any profits in a given year, 
and no other disposition of the profits is 
made, leaving some amount available for 
dividend declarations in favor of cumula-
tive preferred shareholders, but no such 
dividends are declared, theoretically, there 
is a preferred surplus; practically no such 
interest in surplus is recognized in so far 
as accounting is concerned. This state-
ment should be modified, perhaps, to the 
extent of adding that it is customary to 
note any accumulation of preferred divi-
dend rights at the bottom of balance sheets. 
If there are. no profits in a given year, 
or if there have been no profits in any year 
since inception, the rights of cumulative 
preferred shareholders carry on. But there 
can be no interest in surplus, either actual 
or theoretical, under the latter status; all 
of which suggests the fallacy of apportion-
ing surplus without action precedent by 
the directors. 
Until recently it has been thought that 
there was no necessity to consider any 
rights of non-cumulative preferred shares 
in profits which might be earned in a 
given year, but not declared out as divi-
dends. The issuance of shares with non-
cumulative preference rights as to divi-
dends doubtless carries with it the implica-
tion of intent to compensate those who so 
furnished capital to the enterprise, at a 
given rate, in each year, contingent upon 
the earning of sufficient net profits to 
justify the disbursement of such compensa-
tion, without detriment to the enterprise. 
But the decision as to whether or not such 
disbursement may be made, necessarily 
must rest with those to whom is entrusted 
the management of the enterprise. Thus, 
if the decision of the directors is negative, 
there is a presumption that the disburse-
ment is not warranted. 
Any attempt to state the attitude of the 
courts generally on this point obviously 
would be imprudent without first having 
made a careful study of the decided cases, 
both pro and con, covering the subject. 
A somewhat cursory review indicates that 
as yet there has been no decided trend in 
the opinions. There are, however, enough 
cases upholding the non-cumulative pre-
ferred shareholder in his claim to a right 
in surplus if profits in a given year are 
earned but not declared, to merit some 
serious thought on the part of accountants. 
As far back as 1908, a New Jersey court 
held to the view which favors the non-
cumulative preferred shareholder. (Bas-
sett v. U . S. Cast Iron Pipe and Foundry 
Co., 74 N . J . EQ. 668,670. 70 A T L . 929). 
Again in 1924, another action against the 
same corporation served to emphasize this 
position. (Day v. U . S. Cast Iron Pipe 
and Foundry Co. 97 N . J . EQ. 389). In 
this case, one John Day, holding shares of 
non-cumulative preferred stock, sued to 
enjoin the payment of a dividend to com-
mon shareholders on the grounds that the 
company had earned profits equal to $6.11 
per share to which non-cumulative pre-
ferred shareholders were entitled, but which 
the company had neither declared nor 
assigned to such stockholders. The court 
found for Day and held, in effect, that 
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although directors may withhold profits 
earned in a given year, dividends to which 
non-cumulative preferred shareholders are 
entitled in that year, if not declared, ac-
crue in favor of such shareholders and must 
be paid before further dividends are de-
clared in favor of junior shareholders. 
Commenting on this decision, says the 
Commercial and Financial Chronicle (Vol. 
119, October 25, 1924, page 1966), "Under 
the Chancery Court's decision, cumulative 
and non-cumulative prefered stocks differ 
only in that the former are entitled to 
dividends whether earned or not in any 
particular year." 
In further support of the position taken 
by the court in Day v. U . S. Cast Iron 
Pipe and Foundry Co., it is reported by 
the press, that the Wabash Railway Com-
pany has cancelled the 5% dividend on 
class " B " preferred stock, announced for 
February 6, 1929, because of a recent de-
cision of the United States Circuit Court of 
Appeals sustaining the action of certain 
class " A " preferred shareholders. This 
action was brought by the owners of 
class " A " non-cumulative stock, John C. 
Barclay and the Willoughby Company, 
who claimed that such shareholders were 
entitled to dividends in years when profits 
were earned, before any dividends could 
be paid to holders of junior issues. The 
plaintiffs were defeated in the lower court, 
but the decision was reversed on appeal, 
and now, it is said, will be carried up by 
dominant interests which are affected by 
the decision of the Court of Appeals. 
The tendency suggested by the foregoing 
decisions, namely, to recognize the rights in 
surplus of non-cumulative preferred share-
holders, is worthy of serious consideration 
by certified public accountants. If the 
tendency develops into a well settled atti-
tude on the part of the courts, it will be 
important that accountants recognize this 
attitude in their treatment of surplus. 
The advocacy of a step as revolutionary as 
segregating surplus representing earned 
but undeclared dividends, applicable to 
holders of non-cumulative preferred shares, 
would be premature at this time. The 
accountant may safely do no less, it seems, 
than call attention to the situation, where 
it applies, in the comments of his report. 
He may need to go so far as to append a 
foot-note to the balance sheet, in which 
attention is directed to the matter. Cer-
tainly it would be wise to do so in a 
balance sheet of the Wabash Railway Com-
pany. 
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